UNIVERSITY OF NEW ENGLAND 


University of NAME: 
New England , 
STUDENT NUMBER: 


UNIT CODE: ECON326 

PAPER TITLE: Benefit-Cost Analysis 

PAPER NUMBER: First and Only 

DATE: Friday 14th June 2019 TIME: 9:15 am to 11:30 am 
TIME ALLOWED: = ‘2 hours and 15 minutes 

NUMBER OF PAGES IN PAPER: _ THREE (3) 

NUMBER OF QUESTIONS ON PAPER: ~_ EIGHT (8) 

NUMBER OF QUESTIONS TO BE ANSWERED: FOUR (4) 


STATIONERY [a 6 PAGE ANSWER BOOKS ) 0 GENERAL PURPOSE ANSWER SHEET 
PER 


CANDIDATE: ) 0 GRAPH PAPER SHEETS | 0 GEOLOGY SAMPLES 


OTHER AIDS REQUIRED: NONE 
CALCULATORS: PERMITTED (APPROVED MODELS ONLY) 
TEXTBOOKS OR NOTES: NOT PERMITTED 


INSTRUCTIONS FOR CANDIDATES: 


e Candidates MAY NOT start writing until instructed to do so by the supervisor 

e Please pay attention to the announcements and read all instructions carefully before 
commencing the paper 

Candidates MUST write their name and student number on the top of this page 
Answer ANY FOUR (4) of the EIGHT (8) questions in the answer books provided 
Each question is worth a maximum of 20 marks 

The allocation of marks to parts of questions is shown where appropriate 

This examination paper MUST BE HANDED IN along with all supplied stationery. 
Failure to do so will result in the cancellation of all marks for this examination 


REMEMBER TO WRITE YOUR NAME AND STUDENT NUMBER AT THE TOP OF THIS PAGE 


THE UNIVERSITY CONSIDERS IMPROPER CONDUCT IN EXAMINATIONS TO BE A SERIOUS OFFENCE. 
PENALTIES FOR CHEATING ARE EXCLUSION FROM THE UNIVERSITY FOR ONE YEAR AND/OR CANCELLATION 
OF ANY CREDIT RECEIVED IN THE EXAMINATION FOR THAT UNIT. 


ECON326, Trimester 1 2019 
Answer ANY FOUR (4) of the EIGHT (8) questions provided 


Question 1 

Imagine you are an economist at The Treasury of the Australian Government working within 
a team that has been tasked with undertaking a benefit-cost analysis of a proposed carbon- 
pricing policy to be imposed upon electricity generators. The major economic effect of the 
policy will be an increase in electricity prices to consumers. 


What do you consider to be the main benefits arising from such a policy? Discuss this question 
and outline how these benefits would be valued as well as the difficulties associated with doing 
so. (20 marks) 


Question 2 

Extract Inc. is a completely foreign-owned oil-drilling company. It has discovered a major 

offshore oil field just off the coast from the Kimberley in Western Australia (a wilderness area 

of great biological diversity and natural beauty) and has applied to the offshore oil and gas 
regulator, NOPSEMA, to drill for the oil. NOPSEMA have asked you to prepare a benefit-cost 
analysis of Extract’s proposed project. How would you include (or not include) and value the 
following impacts of this project? Take care to explain your answers with reference to the 
societal benefit or cost each impact represents and by explaining any assumptions you make. 

a) The profits that Extract will make from this project. (8 marks) 

b) The labour that will be employed in the project. 600 people will be employed in the project 
overall and one-half of these workers will be drawn from local labour markets. 
Unemployment in the region is very high and so at least 50% of these locally recruited 
workers can be assumed to have been previously unemployed. (12 marks) 


Question 3 

Consider Harberger’s approach to measuring the costs of an input for a project in a closed 
economy with no distortions. Describe the conceptual basis for measuring these costs when 
the total quantity of the input is partially met by displacing existing consumers of the input and 
partially supplied from new production of the input. Use a demand/supply model for this 
description. (20 marks) 


Question 4 
“Benefit-cost analysis is a decision-making tool”, discuss this assertion from the perspective 
of a decision maker who is trying to achieve a variety of social goals. (20 marks) 


Question 5 

Why are future benefits and costs converted into present values in benefit-cost analysis? 
Answer this question by carefully explaining the economic basis for discounting the future. (20 
marks) 


Question 6 
a) Why is sensitivity analysis an essential part of any benefit-cost analysis? Discuss this 
statement with reference to the inherent uncertainties that any analysis involves. (8 marks) 
b) Explain how and why each of the following are used within a sensitivity test: 
(i) break-even values; (4 marks) 
(ii) cross-over values; (4 marks) 
(iii) | elasticities. (4 marks) 
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Question 7 

Define and briefly discuss the significance of each of the following concepts using examples 
where appropriate: 

a) Transfer payments. (5 marks) 

b) Secondary outcomes. (5 marks) 

c) Total economic value. (5 marks) 

d) Shadow pricing. (5 marks) 


Question 8 

The Australian government is considering construction of a permanent dam (i.e. a dam that is 

expected to last forever) which will provide irrigation water to a large area of agricultural land. 

The cost of dam construction will be $830 million and this will be incurred in Year 1. The annual 

net benefits of irrigation will depend upon the amount of rainfall in any year: $36 million in a 

“dry” year, $58 million in a “wet” year, and $ 104 million in a “flood” year. Meteorological records 

for this area indicate that over the last 100 years there have been 86 “dry” years, 12 “wet” 

years, and 2 “flood” years. Assume the annual net benefits begin to accrue at the end of the 
first year and last for perpetuity. 

a) Using the meteorological records as a basis for prediction, what are the net benefits of the 
dam if the discount rate is 5%? (Note: The formula for calculating the present value (PV) 
of a perpetual annuity (Pa) (a benefit that lasts forever) is, PVPa=Pa/i, where i = the 
discount rate) (12 marks) 

b) Investigate how sensitive the net present value of this project is to changes in the discount 
rate. (8 marks) 


Please remember - This examination paper MUST BE HANDED IN. Failure to do so will result in the 
cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


3 


